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In calculating ordinary incone relating to
$1, 622,050 in |l oan paynents received fromtw S
corporations, for purposes of sec. 1366(a)(1l), |I.RC
petitioners treated $1,437,248 in capital contributions
they made to the S corporations as incone to the S
corporations and as restoring or increasing under sec.
1367(b)(2)(B), I.RC., their tax bases in | oans
petitioners previously had nade to the S corporations.
Petitioners then used the restored or increased tax
bases in the loans they made to the S corporations to
of fset ordinary income that otherw se would have been
reportable by petitioners on their receipt fromthe S
corporations of the $1,622,050 | oan paynents. On
audit, respondent determ ned that petitioners’
$1, 437,248 capital contributions were not to be treated
as restoring or increasing petitioners’ tax bases in
their loans to the S corporations but as increasing
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petitioners’ tax bases in their stock in the S
corporations, resulting in additional ordinary incone
being charged to petitioners on receipt of the S
corporation | oan paynents.

Hel d, anong ot her things: For purposes of sec.
1366(a)(1), |I.R C, petitioners’ $1,437,248 capital
contributions to the S corporations do not constitute
incone to the S corporations and under sec.
1367(b)(2)(B), I.R C., petitioners’ capital
contributions do not restore or increase petitioners’
tax bases in their loans to the S corporations.

Hugh Janow, for petitioners.

Donald A. d asel, for respondent.

OPI NI ON

SW FT, Judge: Respondent determ ned deficiencies in the
respective amounts of $279, 847 and $279,722 in petitioners Ira
and Tracy Nathel’s and in petitioners Sheldon and Ann M Nat hel’s
2001 joint Federal incone taxes. These cases have been
consol i dated for purposes of briefing and opinion.

In calculating petitioners’ ordinary incone on receipt of
$1, 622,050 in |l oan paynents that petitioners received fromtw S
corporations, the underlying issues for decision are whether for
pur poses of section 1366(a)(1) petitioners’ $1,437,248 in capital
contributions to the S corporations nmay be treated by petitioners
as income to the S corporations and therefore as restoring or
i ncreasing petitioners’ tax bases in the |loans they nmade to the S

corporations or, alternatively if the answer to the above issue
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is in the negative, whether capital contributions of $1,074, 456
petitioners made to one of the S corporations may be treated by
petitioners as deductible ordinary |osses under section 165(c)(1)
or (2).

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for 2001, and all Rule

references are to the Tax Court Rules of Practice and Procedure.

Backgr ound

The facts of these cases were submtted fully stipul ated,
and these cases are submtted under Rule 122.

At the tinme the petitions were filed, petitioners resided in
New Yor k.

Petitioners Ira and Shel don Nathel (petitioners?!) are
brothers. Before 1999 petitioners and an individual nanmed Gary
W shnat zki (Gary) organi zed three S corporations to operate food
di stribution businesses in New York, California, and Florida.
The corporations were naned &D Farns, Inc. (G&D), Wshnatzki &
Nat hel , Inc. (W&N), and W shnat zki & Nathel of California, Inc.
(W&N CAL) .

Petitioners and Gary nmade capital contributions to each of

the S corporations, and each petitioner owned 25 percent and Gary

! Petitioners Tracy and Ann Nathel are naned petitioners
sol ely because they filed joint Federal incone tax returns with
their husbands. References to petitioners are to Ira and Shel don
Nat hel .
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owned 50 percent of the shares of stock in each of the S
corporations. In addition, petitioners each nmade |oans to G&D
and to W&N CAL on open account.?

During 1999, 2000, and 2001 petitioners were enployed as
of ficers of WAN and petitioners received fromWN substanti al
conpensation. Petitioners were not enployed by either G& or by
W&N CAL, and petitioners received no salary or wages from G&D or
V&N CAL.

Petitioners were not in the trade or business of providing
guaranties on | oans.

In June 1999 &&D borrowed approximately $2.5 mllion from
two banks (bank |l oans). As collateral on the bank | oans,
petitioners and Gary each personally guaranteed the bank | oans.
Petitioners did not receive any conpensation for guaranteeing the
bank | oans.

As a result of |osses realized by G&8 and W&N CAL in years
prior to 2001 (which | osses under section 1367(a)(2) reduced
petitioners’ tax bases in their stock in and in their loans to
G&&D and W&N CAL), as of January 1, 2001, petitioners’ tax bases
in their stock in and in their loans to &D and W&N CAL were as

foll ows: 3

2 The record does not reflect whether petitioners made
| oans to W&N.

2% No issue is raised herein as to petitioners’ tax bases in
their stock in W\



Jan. 1, 2001, Tax Bases

In Stock In In Loans To
Petiti oner &&D WEN CAL &&D WEN CAL
| ra Nat hel $0 $0 $112, 547 $3, 603
Shel don Nat hel 0 0 112, 547 3, 603

On February 2, 2001, G&D nmde paynents to each petitioner of
$649, 775 on the | oans petitioners nade to G&D

In the spring and sumrer of 2001 di sagreenents arose between
petitioners and Gary relating to the business plans for G&, W.N,
and WA&N CAL, and petitioners and Gary decided to termnate their
busi ness associ ation through a reorgani zati on of G&D, W&N, and V&N
CAL.

I n inplenmenting the reorgani zati on, on August 30, 2001,
petitioners and Gary entered into a nunber of essentially
si mul t aneous transactions which resulted in Gary owning 100
percent of G&D, in petitioners owning 100 percent of W&N (each
petitioner owning 50 percent), and in the |iquidation of W&N CAL

As part of the reorganization, on August 30, 2001,
petitioners and Gary each nmade significant additional capital
contributions to G& and W&N CAL for the reasons and as descri bed
bel ow.

In connection with the release of petitioners’ guaranties on
the bank loans, wth Gary’s assunption of the guaranties on the

bank | oans, and with Gary’s agreenent to the general plan of
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reorgani zati on of &G&D, W&N, and W&N CAL, each petitioner nmade
addi tional capital contributions to G& of $537, 228.

In order to provide funds to W&N CAL so that W&N CAL coul d
repay outstanding third-party |oans of $725,586, each petitioner
al so nade additional capital contributions to W&N CAL of $181, 396
and Gary nmade additional capital contributions to W&N CAL of
$362, 794.

Foll ow ng petitioners’ and Gary’ s additional capital
contributions, petitioners’ stock in G& and Gary’'s stock in W&N
were redeenmed w thout petitioners’ and Gary’s receiving any
paynent therefor, petitioners’ guaranties were rel eased, and Gary
was |left as sole guarantor on the G&D bank | oans.

Further, on August 30, 2001, W&N CAL made paynents to
each petitioner of $161, 250 on the | oans petitioners nade to V&N
CAL.* WRN CAL was then |iquidated, and petitioners received
nothing in the |iquidation.

In sunmary, after the reorgani zation of G&D, W&N, and W&N
CAL, Gary owned 100 percent of &&D, petitioners each owned 50
percent of W&N, petitioners’ guaranties on the bank | oans were
rel eased, Gary was |left as the sole guarantor on the bank | oans,

and WA&N CAL was | i qui dat ed.

4 The | oan paynents each petitioner received in 2001 of
$649, 775 from G&D and $161, 250 from W&N CAL equal total | oan
paynents to both petitioners of $1,622,050.
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In the books and records of G& and W&N CAL, petitioners’
total August 30, 2001, capital contributions of $1,437,248 to G&D
and to W&N CAL were reflected as contributions to the capital of
&&D and WAN CAL.

In calculating petitioners’ ordinary gain realized on receipt
from G&D and from W&N CAL of the $1, 622,050 | oan paynents,
petitioners’ August 30, 2001, capital contributions to G&D and to
WeN CAL were treated by petitioners as constituting income under
section 1366(a)(1l) to G&D and WA&N CAL (al beit as excl udabl e i ncone
under section 118) and therefore as restoring or increasing under
section 1367(b)(2)(B) petitioners’ respective tax bases in the

out standi ng | oans each petitioner nade to G&D and WA&N CAL as

foll ows:
Each Petitioner’'s Tax
Bases in Loans To
&D and WeN CAL | ncreased
Loans To From To
&D $112, 546 $649, 775
W&N CAL 3, 603 184, 999

On petitioners’ respective 2001 individual Federal incone tax
returns, petitioners used the above increased tax bases in their
| oans to G&D and W&N CAL to offset all ordinary® i ncone that
ot herwi se woul d have been reportable upon their receipt in 2001 of

the $1, 622,050 | oan paynments from G&D and W&N CAL

> Petitioners do not dispute that income petitioners
received in 2001 in connection with the $1,622,050 | oan paynents
fromG&D and WAN CAL is ordinary incone.
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On audit respondent determ ned that petitioners’ August 30,
2001, $1,437,248 capital contributions to G& and WAN CAL shoul d
be treated sinply as capital contributions by petitioners to &G&D
and WAN CAL and as increasing petitioners’ tax bases in their
stock in G& and W&N CAL and not as restoring or increasing under
sections 1366(a)(1) and 1367(b)(2)(B) petitioners’ tax bases in
the |l oans petitioners made to G&D and W&N CAL. Accordi ngly,
respondent adjusted or reduced petitioners’ tax bases in the | oans

petitioners had nmade to G&D and WAN CAL as set forth bel ow

Each Petitioner’s

Loans To Tax Bases Reduced To
&D $112, 546
W&N CAL 3, 603

On the basis of respondent’s reductions in petitioners’ tax
bases in the loans to G&D and W&N CAL, respondent determ ned that
each petitioner was chargeable with $694,875 in ordinary incone
relating to the $1,622,050 | oan paynents petitioners received in
2001 from G&D and W&N CAL. ©

Respondent’ s above determ nations resulted in the

deficiencies determ ned agai nst petitioners for 2001.

6 Because respondent determ ned that petitioners’ Aug. 30,
2001, $1,437,248 capital contributions to G& and W&N CAL
i ncreased petitioners’ tax bases in their stock in &G&D and VW&N
CAL, respondent al so determ ned that each petitioner realized a
$718,624 long-termcapital loss on the Aug. 30, 2001, redenption
and |iquidation of their stock in G& and WA&N CAL.
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Di scussi on

CGenerally, a shareholder in an S corporation has a tax basis
in his stock equal to the anount of the contributions he makes to
the capital of the S corporation, and the sharehol der’s capital
contributions are not included in the incone of the S corporation.

Secs. 118, 1016(a)(1l), 1371(a); Conm ssioner v. Fink, 483 U S. 89,

94 (1987); Edwards v. Cuba R R Co., 268 U S. 628, 633 (1925);

Ellinger v. United States, 470 F.3d 1325, 1329 (11th G r. 2006);

Mal oof v. Conmi ssioner, 456 F.3d 645, 648 (6th Gr. 2006), affg.

T.C. Meno. 2005-75; Sleinman v. Commi ssioner, 187 F.3d 1352, 1356

(11th Gr. 1999), affg. T.C. Meno. 1997-530; sec. 1.118-1, Incone
Tax Regs.

A shareholder in an S corporation also has a tax basis in
| oans t he sharehol der nakes to the S corporation equal to the
anmount of the loans. Secs. 1012, 1366(d)(1)(B)

CGeneral ly, under section 1367 a shareholder’s tax bases in
the stock in, and in the loans to, an S corporation are adjusted
to reflect the sharehol der’s share of incone, |osses, deductions,
and credits of the S corporation as cal cul ated under section
1366(a) (1).

More specifically, under section 1367(a)(1l) a sharehol der’s
tax basis in stock in an S corporation is increased by, anong

ot her things, the shareholder’s share of the S corporation’s
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income itens (including “tax-exenpt inconme”’), and under section
1367(a)(2) a shareholder’s tax basis in his stock in an S
corporation is decreased (but not bel ow zero) by, anong other
t hi ngs, the sharehol der’s share of |osses and deducti ons.

If a shareholder’s tax basis in his stock in an S corporation
is reduced to zero by his share of the | osses of the S
corporation, any further share of the S corporation’s |osses
decreases, but not bel ow zero, the shareholder’s tax basis in
out standi ng | oans the sharehol der has nade to the S corporation.
Sec. 1367(b)(2)(A); sec. 1.1367-2(b)(1), Inconme Tax Regs. Thus, a
sharehol der’s tax basis in | oans the sharehol der has nade to an S
corporation may be lower than their face anmobunt or zero because of
downwar d adjustnents in such basis caused by | osses of the
S corporation that are passed through to the sharehol der. Sec.
1367(b) (2) (A .

Any “net increase”® in a year in a shareholder’s share of an
S corporation’s incone is applied first to restore or increase the
sharehol der’s tax basis in | oans the sharehol der nade to the S

corporation (to the extent such | oan basis was reduced in prior

! Sec. 1.1366-1(a)(2)(viii), Incone Tax Regs., defines
“tax-exenpt incone” for purposes of sec. 1366(a)(1l) as incone
which is permanently excluded fromgross income. This regulation
was effective Aug. 18, 1998. T.D. 8852, 2000-1 C B. 253.

8 “INlet increase” is defined as the anmobunt by which the
sharehol der’s pro rata share of the itens described in sec.
1367 (a)(1) (relating to incone itens) exceed the itens described
in sec. 1367(a)(2) (relating to |l osses and deductions) for the
taxable year. Sec. 1.1367-2(c)(1l), Incone Tax Regs.
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years) and is then applied to increase the sharehol der’s tax basis
in his stock in the S corporation. Sec. 1367(b)(2)(B); sec.
1.1367-2(c)(1), Inconme Tax Regs.

The above section 1367(b)(2)(B) sharehol der tax basis
adj ustnents affect the anmount of gain or loss realized by a
shar ehol der on a subsequent sale, redenption, or |iquidation of
the shareholder’s stock in the S corporation, as well as the
anmount of ordinary incone realized by the shareholder on the S
corporation’s paynents on |loans to the shareholder. See secs.

302(b)(3), 1001(a), 1221; Cornelius v. Conm ssioner, 58 T.C 417,

422 (1972), affd. 494 F.2d 465 (5th Gir. 1974).

Petitioners acknow edge that their August 30, 2001,
$1, 437,248 capital contributions were made by themto G&D and W&N
CAL as capital contributions and that as such the capital
contributions generally would be included in the tax bases of
their stock in G& and W&N CAL and woul d not be included in the
i ncome of G&D or W&N CAL.

Petitioners have not cited nor have we found any cases where
a shareholder’s capital contributions to an S corporation are
treated as incone to the S corporation.

I n support of the treatment, however, of their August 30,
2001, $1,437,248 capital contributions as “inconme” to G&D and W&N
CAL, petitioners argue that because section 118 excludes capital
contributions fromthe gross inconme of an S corporation in al

ci rcunst ances, capital contributions to an S corporation are
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“permanent |y excludible” fromthe gross incone of the S
corporation and are thus “tax-exenpt inconme” under section 1.1366-
1(a)(2)(viii), Income Tax Regs., and that “tax-exenpt inconme” is
to be included as an itemof inconme to the S corporation for

pur poses of section 1366(a)(1l) and the resulting section 1367 tax
basi s adj ust nents.

I n support of their argunent petitioners rely on Gtlitz v.

Commi ssioner, 531 U. S. 206, 216 (2001), in which the Suprene Court

hel d that incone received by an insolvent S corporation from
di scharge of indebtedness, excluded from gross inconme under
section 108(a), is to be treated as an itemof incone to the
corporation for purposes of section 1366(a)(1l). Petitioners argue
that the Gtlitz holding should apply not only to discharge of
i ndebt edness i nconme, excludable from corporate incone under
section 108(a), but also to other itens of inconme which are
specifically excluded fromgross incone of an S corporation under
sections 101 through 136, such as section 118.

Petitioners rely on the foll ow ng | anguage fromthe Suprene

Court’s opinion in Gtlitz:

Section 108(a) * * * does not say that discharge

of i ndebtedness ceases to be an item of incone

when the S corporation is insolvent. |Instead

* * * [section 108(a)] provides only that discharge of
i ndebt edness ceases to be included in gross incone.

* * *  Moreover, 88 101 through 136 enploy the sane
construction [as section 108] to exclude various itens
fromgross incone: “Goss incone does not include....”

* * %
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* * * |f discharge of indebtedness of insolvent

entities were not actually “incone,” there would be no

need to provide an exception to its inclusion in gross

incone. * * * [ld. at 213-214.]

By attenpting to treat petitioners’ capital contributions to
G&&D and WAN CAL as incone to G& and WAN CAL, petitioners in
effect seek to underm ne three cardi nal and | ongstanding
principles of the tax law. First, that a shareholder’s

contributions to the capital of a corporation increase the basis

of the shareholder’s stock in the corporation; see Conm ssioner V.

Fink, supra at 94; sec. 1.118-1, Inconme Tax Regs.; second, that

equity (i.e., a shareholder’s contribution to the capital of a
corporation) and debt (i.e., a shareholder’s loan to the
corporation) are distinguishable and are treated differently by

both the Code and the courts; see Estate of Mxon v. United

States, 464 F.2d 394 (5th Gr. 1972); Dixie Dairies Corp. V.

Commi ssioner, 74 T.C. 476, 493 (1980); conpare sec. 163(a) with

sec. 301(c); and third, that contributions to the capital of a
corporation do not constitute incone to the corporation; sec. 118;

Conmi ssioner v. Fink, supra at 94; Edwards v. Cuba R R Co., supra

at 633 (holding that a contribution to a corporation’s capital is
not inconme to the corporation under the Sixteenth Anmendnent);

Ellinger v. United States, supra at 1329; Sleinman v. Conm ssioner,

supra at 1356; sec. 1.118-1, I|Inconme Tax Regs.
We do not believe that the Gtlitz holding or the provisions

of subchapter S, nanely sections 1366(a)(1), 1367(a)(1) (A, and
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1367(b)(2)(B), should be interpreted to override these three
| ongst andi ng principles of tax | aw

The Gtlitz holding as to the treatnent of discharge of
i ndebt edness inconme as incone to the S corporation under section
1366(a) (1) is distinguishable fromthe treatnent of capital
contributions nmade by a sharehol der of an S corporation under
section 118. In particular, under section 61(a)(12) discharge of
i ndebt edness incone is specifically included in the definition of
“gross incone”. Unlike incone from di scharge of indebtedness,
contributions to the capital of an S corporation are not listed in
section 61 as an item of gross incone.

Further, the regul ations under section 118 specifically
provi de that capital contributions do not constitute inconme to an
S corporation. In relevant part, section 1.118-1, Inconme Tax
Regs., provides that “if a corporation requires additional funds
for conducting its business and obtains such funds through * * *
paynments by its shareholders * * * such anmobunts do not constitute
i nconme”.

Also, in Black’s Law Dictionary 209 (6th ed. 1990), “capital
contribution” is defined as:

Vari ous neans by which a sharehol der makes

addi tional funds available to the corporation (i.e.,

pl aced at the risk of the business) w thout the receipt

of additional stock. Such contributions are added to the

basis of the shareholder’s existing stock investnent and
do not generate inconme to the corporation. * * *
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On the basis of the above, petitioners’ capital contributions
to G&D and WAN CAL are distinguishable fromthe discharge of
i ndebt edness incone that was at issue in Gtlitz.
We conclude that the Gtlitz holding that an S corporation’s
di scharge of indebtedness incone is to be treated as incone to the
S corporation for purposes of section 1366(a)(1l) does not require
t hat sharehol der capital contributions to an S corporation are to
be treated as incone to the S corporation under section
1366(a) (1).

Petitioners also rely on Am Med. Association v. United

States, 887 F.2d 760, 774-775 (7th Gr. 1989), in which the U S
Court of Appeals for the Seventh Crcuit held that a portion of
annual menbership fees placed in a nonprofit organization's equity
or capital account was to be treated as current incone, not as
noncurrent inconme or capital contributions to the organization.

See al so Wash. Athletic CQub v. United States, 614 F.2d 670, 675

(9th Gir. 1980).

Both Am Med. Association and Wash. Athletic Cub are

di stingui shable. The funds placed in equity accounts in those
cases were not paid to the nonprofit organizations as capital
contributions, and they represented paynents by the nenbers for
current year nenberships, not to fund deferred capital
expenditures of the organizations.

Petitioners al so enphasi ze that section 1371(a) provides that

“Except as otherwi se provided in * * * [subchapter S] and except
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to the extent inconsistent with * * * [subchapter §],” the
provi si ons of subchapter C are to apply to an S corporation, and
petitioners argue that because section 1366(a)(1) of subchapter S
provi des a special rule for passing through to the sharehol ders
items of incone of the S corporation, the subchapter C general
rules relating to the calculation of tax basis and to capital
contributions should not apply to sharehol ders of S corporations.
W di sagr ee.

Before petitioners can calculate their tax bases in their
| oans under sections 1366(a)(1) and 1367(b)(2)(B), the gross
i ncone of both G& and WA&N CAL nust be cal cul ated. Sec.
1366(a)(1)(A). In making that gross incone cal culation the
provi sions of section 61 (regarding gross incone) and the
provi sions of sections 101 through 136 (regarding specific
excl usions fromgross i nconme such as the exclusion under section
118 of capital contributions to a corporation) apply. Sec.
1363(b). Once the gross incone of &G&D and of W&N CAL are
cal cul ated, section 1366(a)(1l) and section 1367(b)(2)(B) apply in
the cal culation of petitioners’ share of &&D and of W&N CAL’ s
inconme and in the calculation of petitioners’ tax bases in their
stock in and in their loans to G& and W&N CAL

Thus, the provisions of section 118 apply in the calculation
of an S corporation’s gross incone under section 1363(b) before
the cal cul ation of a shareholder’s share of the incone and | osses

of an S corporation under section 1366(a)(1l) and before
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adjustnents to a sharehol der’s tax basis under section
1367(b)(2)(B), and the provisions of section 118 are not

i nconsistent with the provisions of subchapter S.

We concl ude that sharehol der capital contributions are not to
be treated as itens of inconme to an S corporation under section
1366(a) (1) and are not to be treated as itens of inconme used in
calculating a “net increase” under section 1367(b)(2)(B) for the
pur pose of restoring or increasing a shareholder’s tax basis in
| oans a sharehol der made to an S corporation.

Petitioners’ $1,437,248 capital contributions to G& and V&N
CAL do not constitute “tax-exenpt inconme” to G& and WAN CAL under
section 1366(a)(1l) or section 1.1366-1(a)(2)(viii), Incone Tax
Regs., and do not restore or increase petitioners’ tax bases in
their loans to G& and to WAN CAL under section 1367(b)(2)(B)

In the alternative, petitioners contend that petitioners’
August 30, 2001, $1,074,456 capital contributions to G& were nade
exclusively to obtain a rel ease of petitioners’ personal
guaranties on &&D s bank | oans and that the capital contributions
to G&D shoul d be deductible as ordinary | osses under section
165(c) (1) or (2).°

Section 165(c)(1) provides that a taxpayer nay deduct | osses

incurred in a trade or business, and section 165(c)(2) provides

® Petitioners’ alternative |loss argunent relates only to
petitioners’ $1,074,456 Aug. 30, 2001, capital contributions to
&&D.
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that a taxpayer may deduct | osses that were incurred in a
transaction entered into for profit.

Petitioners stipulated that they were not in the trade or
busi ness of providing | oan guarantees, that they did not receive
any conpensation for guaranteeing the bank | oans, and that they
received no salary or wages fromGD. There is no credible
evi dence that petitioners guaranteed the bank |oans for the
pur pose of making a profit therefrom On the facts before us, we
can only conclude, as we do, that petitioners’ guarantees on the
bank | oans arose out of and related to each petitioner’s status as
a sharehol der in G&D

Petitioners refer us to several old cases in which courts
have hel d that a sharehol der paynent nade to a corporation or a
third party for the release fromliability as a guarantor may be
deductible as |l osses incurred in a transaction entered into for
profit.

In Lloyd-Smth v. Conm ssioner, 40 B.T.A 214, 223 (1939),

affd. 116 F.2d 642 (2d Cr. 1941), the Board of Tax Appeals held
that expenditures by a taxpayer in connection wth readjustnent of
her liability as a guarantor of bonds qualified as deductible

| osses on a transaction entered into for profit because the
taxpayer incurred the expenditures for the sole purpose of
reducing her liability as guarantor.

In Stanbs v. Conm ssioner, 22 T.C. 885, 888 (1954), we held

that a taxpayer’s legal fees incurred for the sole purpose of
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obtaining release of a |oan guaranty qualified as deductible
| osses on a transaction entered into for profit.

In Rushing v. Conm ssioner, 58 T.C. 996, 1001 (1972), we

not ed:

[ The Tax] Court has held that certain paynents which had
their genesis in * * * [a taxpayer’s] status as [guarantor]
were paynents which resulted in losses incurred in a
transaction entered into for profit, deductible under section
165(c)(2). See, for exanple, * * * Shea [v. Conm ssioner],
36 T.C. 577 (1961), affirmed per curiam 327 F.2d 1002 (C. A

5, 1964) * * *,

In Shea v. Comm ssioner, 36 T.C 577, 582-583 (1961), affd.

327 F.2d 1002 (5th Gr. 1964), the Court held that a taxpayer’s
paynents to third parties for the sole purpose of obtaining a
release fromhis liability on a corporate guaranty qualified as
deducti bl e | osses under section 165(c)(2).

In Condit v. Comm ssioner, 333 F.2d 585, 586-587 (10th G

1964), affg. 40 T.C. 24 (1963), the fact that a taxpayer’s

“purpose * * * was to be relieved frompersonal liability as

guarantor on debts” was key to the court’s holding that an

assi gnnent of the taxpayer’s stock to another sharehol der was to

be treated as a loss incurred in a transaction entered into for

profit and thus as a deductible | oss under section 165(c)(2).
Petitioners’ August 30, 2001, $1,074, 456 capital

contributions to G&D are distinguishable fromthe paynents

i nvolved in the above cases because petitioners clearly had

mul tiple purposes in making the capital contributions to G&D.
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Petitioners stipulated that they nade their August 30, 2001,

$1, 074,456 capital contributions to G&D in connection with the
banks’ rel ease of petitioners’ guaranties on the bank | oans, with
Gary’s assunption of responsibility as guarantor on the bank

| oans, and with Gary’s agreenent to the reorgani zati on of G&D
WeN, and WAN CAL. Thus, petitioners did not make the August 30,
2001, capital contributions to G& for the sol e purpose of being
rel eased fromtheir guarantees on the bank | oans.

In Duke v. United States, 39 AFTR 2d 77-847, 77-1 USTC par.

9178 (S.D.N. Y. 1977), the District Court held that because the
t axpayer made paynents in exchange both for the rel ease of the
taxpayer’s guaranty of a corporation’ s debt and for the
cont enpor aneous sal e of the taxpayer’s stock, the taxpayer did not
make the paynents solely in exchange for the rel ease of the
t axpayer’s guaranty and the taxpayer was not allowed to deduct the
paynments as ordinary | osses under section 165(c).
We conclude that petitioners’ August 30, 2001, $1,074, 456
capital contributions to G& were not incurred in a trade or
busi ness under section 165(c)(1) and were not incurred in a
transaction entered into for profit under section 165(c)(2).
Petitioners are not entitled to an ordinary | oss deduction
under section 165(c)(1) or (2) relating to their $1,074,456 G&D

capital contributions.



To reflect the foregoing,

Decisions will be entered

for respondent.




